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INTRODUCTION 


At a meeting of the Advisory Committee of 
the Canada Pension Plan held at Ottawa on October 
3 and 4, 1974, it was unanimously agreed that it 
would be desirable to "investigate the options 
for improving the rate of return on Canada 
Pension Plan investments". This report examines 


the options. 


sa 


SECTION ONE: “THE PRESENT FORMULA 


Tie present formulavand its app licatron 


The present formula 1s’ set out in the: Canada’ Pension Plan wAcr, 
Section 113 (2). This section of the Act States that securities 
acquired for the Fund with a térm)to maturity of 20° years shall bear 
the interest rate corresponding to the weighted average yield on 
outstanding Canada bonds with a’ Germ’ to maturity of 20" years or 
more. For securities acquired by the Fund with a maturity of less 
than 20 years, the interest rate shall correspond to the weighted 
average yield on outstanding Canada bonds with terms to maturity 
within a range comparable in average maturity. The rate is rounded 
to two decimal places, being rounded up where a third decimal is a 
five or more. Since all securities held in the Fund as at March 31, 
1974 had a term to maturity of 20 years, the first basis mentioned 


above has applied in respect of all investments of the Fund. 


The Minister of Finance is charged with investing all moneys 
of the Fund not needed for operating purposes: i.e. benefit payments 
and administrative expenses, in Government of Canada and provincial 
securities at appropriate rates. At the end of each month, the 
Department of Finance is advised of all contributions to the Plan for 
the month which are in excess of the needs for such operating purposes. 
These moneys are then invested in securities issued by the Government 
of Canada and the provinces with yields based on the interest rates 
that prevailed during the first three days of the month in which the 


CONECIDUtTLONS were receivea, 


The bonds whose yields are used in such monthly calculations 
are (a) the 6.50% Canada's due October 1, 1995 (G@ssued on October. 
1968) and (b) the 3.75% Canada's"due March 15 199s (G@ssuedson 
september 15, 1956). It will be noted in Appendix’ 1 that, the anoune 
of outstanding bonds used for monthly rate calculations has decreased 
appreciably since the Plan was legislated. At the time the House of 
Commons was considering the Canada Pension Plan Act, $1062 millions 
of Canada's outstanding debt were in the form of bonds having 
maturities of 20 years or more end sehis GgroupsOonesccur cles 


comprised 5.1% of Canada's outstanding debt. As at December 31, 1974, 
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only $352 millions of Canada's outstanding debt were in the form of 
bonds *havingre maturities: Of 20° years or*more and “this)+group of 
securities comprised 1.0% of Canada's outstanding debt. At the 
present time it does not appear likely that there will be any 
Sizeable new offerings of Canada bonds having a term to maturity of 
20Syears™Oremore’. = However, on’ March 157°1975, the Minister of 
Finance announced that the outstanding $55 million of 3.00% Canada 
Perpetuals issued September 15, 1936, will be redeemed on September 
LS, 199GC el emtOrcea amount OL bondsi ot thisrissue ontstanding as<at 
December Sle l974 swaset55 milion. “However, 16 should be noted» that 
the 6.50% Canada's due October 1, 1995, and the 3.00% Canada's due 
September 15, 1996, will have terms to maturity of less than 20 years 
On VertCGber st, 19/5, and September 15, 1976, respectively. 


Historical) background 


In determining the appropriateness of the present formula as 
well as developing ways and means of improving it, it is necessary to 


review the factors which resulted in the adoption of such formula. 


ineineroducing ciesCanada Pension, Plan on July 18, 1963, the 
Hon. Judy V. LaMarsh described the scheme as a "pay-as-you-go" 
system. She expressed the view that to create a funded plan "would 
put in the hands of the state tremendous sums of money which would be 
WiLthdrewn) Of uSeq! for Other purposes... Inea@ public plan the 
CGivEl DUO USielety MOOnethie face that so-long as his country 
exists Ene Conemnuous Intlow Of Contributions under such a plan will 
assure him of his benefit rights on his retirement. These are the 
arguments balanced by the government in coming to its conclusion that 
this plan would not be funded". (Hawsascd, lily skoyeblOs, pages 
2341-2342). The program was designed to supplement tie Old Age 
Security pension and, for those who would not draw Canada Pension 
Plan benefits, the government “pledged itself to the payment, from 
fhe Conc ribucions: cor rcaic, blen,, Of an additional $10 per month to 
each recipient of old age security". (Hanoara, oul Ve tbo, O54. lage 
2343). 
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Miss LaMarsh made a further observation that "full funding on 
the scale of a nation-wide plan would be a quite excessive form of 
saving enforeédiby thesstate"s | (Hansardyeluly lo) P96 or eagce 452) 
However, the program provided that a small) coneingency “fund wouldrpe 
Maintained. Subsequently, plans for the $10 per month Old Age 
Security increase were altered so that this payment would not come 
from Canada Pension Plan contributions. Accordingly, it became 


obvious the contingency reserve would become much larger. 


In late November 1963, a federal-provincial conference was 
held. Prime Minister Pearson noted that during discussions at the 
meeting, the question of Investing parte Of this fund in provincial 
securities was raised but that "this was put forward as one way of 
reassuring the provinces on this matter, and dividing any surplus 
funds... There will be a contingency reserve and there will be an 
element of funding in the national plan, but it could not be looked 


On. as a funded olan". (Hansard, December 5, 1963, page 5444). 


On March 17, 19604, Miss LaMarsh tabled the first of wo 
federal White Papers on the Canada Pension Plan. She indicated that 
Since the date of the original proposal, discussion with interested 
groups had resulted in changes, including a change to a funded plan. 
Miss LaMarsh stated that excess reserves had originally been intended 
to be used in increasing the Old Age Security benefit but “once the 
government of Quebec indicated its intention to exercise the right... 
to set up a pension plan of its own, we realized our proposed plan 
could not operate where there was a Similar, comprehensive provincial 
plan. Clearly, that situation made it undesirable to establish a 
financial link between the new plan and the flat rate federal 
pension. Therefore, the reserves generated under the plan as now 
proposed will be available for investment in federal and provincial 
Securities... The offsetting advantage is that, because of the 
reserves and the interest they earn, the long-term cost of the Canada 
Pension Plan irseltiewihlebe Woven. (Hansard; March 17, 1964 ) space 
1164). The White Paper tabled March 17, 1964, Stated that 453 ton o5- 
of the plan's reserves would be invested in provincial and provincial 


guaranteed securities. At another federal-provincial conference 
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in early April, 1964, the Quebec plan was outlined. Following this 
conference, Prime Minister L.B. Pearson wrote a letter to the 
premiers outlining the federal positions. “Under’ the proposal which I 
now wish to put before you, and in which the government of Quebec 
concurs, the federal government would establish a Canada Pension Plan 
and provide that any province which so wishes may take full 
responsibility for applying the plan to everyone employed in that 
province. Such a province would pass its own legislation to enable 
its government to administer the plan in every way, collecting the 
contributions, investing the funds and paying the benefits. 
Alternatively, in provinces wishing the federal government to 
administer the plan, the legislation would provide that the funds 
arising from the pension plan should be available to the provincial 
governments for investment. They would be divided among the 
Provinces ian ratio Co the pension contributions from residents of 
each province. The provincial government would be required to 
guarantee to the pension fund a rate of interest at least equal to 
the rate on long-term federal securities". (Hansard, April, 20, 1964, 
pages 2338-2339) ..| This: concept forms the basis of the position 
described in the federal White Paper dated August 10, 1964, that the 
provinces would have a claim to all the surplus revenues of the Plan 
with any excess reserves being invested in federal Securities and the 
interest rate would not be less than the long-term rate on federal 


borrowing. 


The anticipated effect of the position outlined in the August 
10, 1964 White Paper was that "with the pension funds available to 
them, provincial governments will have correspondingly less need to 
borrow 1n tne, ordinary. way... What effect this will have: upon the 
capital markets will depend to a considerable extent upon the changes 
Which OCCUR tn sbUuSiness: and personal Savings’. (Hansard, August 10, 
1964, page 6646). The White Paper contained the view that savings, 
regardless of whether they decline, would be directed more to federal 
and corporate securities so that if savings exclusive of Canada 
Pension Plan contributions were to remain stable, borrowing rates 


would be less costly and external borrowing would be reduced. It was 
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anticipated that the accumulation Gf the Pund from year to-year would 
be small, velative to total national saving tsometiat adjustments ein erie 


capital market would be minor. 


There were some reservations. In an article in the May 23, 
1964, edition Of The Financial Post; the view was expressed that the 
future size of the fundSwould be signvficante in relation .loetimanci aE 
markets. Reservations contained in the 1964 Report of the Royal 
Commission on Banking and Finance with respect to such a large Fund 


accumulating in public) hands were as follows: 
- other forms of savings might be reduced 


- the volume of marketable government securities might be 


reduced 


- government, with a captive, low cost source of funds, might 


be inclined to spend more freely than otherwise 


- the government sector might come to dominate a large part of 


the financial system 


- the domestic flow of savings to the private sector might be 
reduced with a consequent reliance on external financing. 
The view was expressed "it is in fact all but certain that 
the financing of a national pension Scheme with relatively 
high benefit levels would result in a subStantial reduction 
in the funds available for investment in the mortgages, 
bonds and equities which the Savings institutions acquire". 
(1964 Report of the Royal Commission on Banking andFinance, 


page 264). 


However, a partly funded plan was adopted for the following 


two basic reasons: 


- Quebec had already established such@a plan=and, accordingly. 
it became necessary from the point of view of national 
consistency and national portability for the federal plan to 


be Similar 
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- any province, such as Quebec, which chose to exercise its 
right to establish its own plan would enjoy the benefit of 
having its own funds to invest. Accordingly, it became 
necessary to make the funds of the federal government 
avVallablemtomthe participating. provinces so) that they “too 


could have complete freedom to invest them as they wished. 


It will be noted that noneof the foregoing explains the reason 
why the rate of interest charged to the provinces was set at the rate 


for federal borrowings. 


While Miss LaMarsh had noted in Parliament on March 17, 1964, 
that the interest earnings on the Fund would reduce the long-term 
cost of the plan, the objective of maximizing the return on the Fund 
was not a matter of principal concern. The Parliamentary debate on 
this aspect of the Plan was concerned mainly with the protection 
which would be afforded by having all investments of the Fund 
protected by provincial guarantees. AS a matter of fact, there was 
no debate on the Suitability of the rate of return to the Fund and 
there is no evidence that the existing formula was selected after 
widespread discussion and analysis. It appears to have been a 


YnOon—=LSsue ’. 


In the circumstances, the Advisory Committee is of the view 
that the existing mechanism for establishing the rate of return on 
investments of the Fund should not be regarded as fixed for all 


vmes. 
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SECTION TWO: WHAT CPP HAS MEANT TO THE PROVINCES 
AND TO CANADIAN CAPITAL MARKETS 


The CPP has become the backbone of provincial» debt)financing. 
In the four years ended March 31, 1974, the provinces participating 
in the Plan raised for themselves and for provincially-guaranteed 
entities a total of $12.4 billion Gn viet new Linancing,, of worci, cre 
Supplied $4.67 billion or about 38% of the funds. 


Provinces have used the funds for specific or general 
purposes. The following provinces have, in the past, allocated some 
or all of their Canada Pension Plan funds to specific Crown 


Corporations under their jurisdiction: 


British Columbia - British Columbia Hydro: and) PowertAuthoriury, 
B.C.) School Financing: Authority, abe. 
Hospital Authority. 


Alberta - Alberta Municipal’ Financing Corporet ton voand 
for general purposes of the Province of 
Alberta. 


Saskatchewan - Saskatchewan Power Corporation, Saskatchewan 
Telecommunications and Saskatchewan Land Bank 


Commission. 


Manitoba - Manitoba Water Supply Board, Manitoba School 
Financing Authority, Manitoba Development 
Corporation and for general purposes of the 


Province Of Manitoba. 


Ontario - Ontario Education Capital Aid Corporation and 
Ontario Universities Capital Aid 


Corporecrlon, 


All other provinces have used Canada Pension Plan money for 
the general purposes of the Province and have not allocated the 


funds to specific functional expenditures and/or Crown Corporations. 
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JeeUomlMmpOT eancetOmnOrestiac, ime addition tCOvproviding more 
than a third of total provincial financing in recent years, the 
consistency of CPP cash flow has meant that provincial treasurers can 
count 7onCRPtiunds® atytimes when public¥debt markets: are’-invdisarray. 
Thus CPP supplied 44% of net new provincial financing in 1971, a year 
Oly pCoORreboncdamarkets, but only 32953 intlo7 2) when public debt markets 
functioned reasonably well. It is this aspect of CPP's role in pro- 
Vincial £Einances that is often overlooked: were it not for CPP, the 
provinces would have to borrow even when bond markets were unwilling 
to absorb new issues except at punitive rates,or forego new financing 
entirely, which would mean alteration of budgets both for the 
provinces and for some Crown Corporations. In addition, this steady 
cash flow has had beneficial indirect impact on Canadian financial 
markets generally, because it has meant that the provinces have not 


crowded out private borrowers at times of rising interest rates. 


Appendix IV (page 29) shows that the provinces had raised 
nearlyaito oOLllvon? fLromiCPP by March Gi, 1975’, and shows the 
DEOVinerele dr sta lDuUcLOMm OCfl.such financing. It rs “apparent that "a 
Sager canespnmoporie.om.OL tall tschools, universities; hospitals, 
hignways, sewage treatment plants, and power plants built in Canada 


Since 1965 have been financed from Canadian savings through CPP. 


Data prepared from the National Income and Expenditure 
Accounts show that CPP has represented 19.5% of all Canadian personal 
savings in the five years ended March 31, 1974. By making these 
compulsory savings available to provincial treasurers, CPP has become 
asblgetactoruin woverall ‘Canadian economic expansion. Indeed, CPP 
SUppl it edely tuom ctOotalkiCdnadian ‘capital’ market financing of net new 
security issues -- both debt and equity -- in that period. Once 
again, it is worth noting that the CPP's share of total new Canadian 
financing fluctuates widely, assuming a larger share at times of 
Stress Un Capital@markets. ViDuring 'the period, CPP"s’ share ranged 
Prom a LOW Ole tO ana lienew winancing? to fa high of 275336 “Wren 
bond markets once again under pressure and interest rates climbing it 
would appear that CPP will in 1975 be assuming a disproportionate 


share of overall long-term financing in Canada. 
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SECTION THREE: CANADIAN CAPITAL MARKETS IN THE NEXT FIVE YEARS 


We have seen how CPP has come to play a key role in Canadian 
Capital markets by having readily available funds for provincial 
financing, thereby “allowing provincial treasurers a measure, oT 
freedom in their financing plans. We have also noted that its role 
has ranged from important to crucial, with the latter being the case 
in years of weak long-term debt markets. It is now necessary to look 
ahead to try to see what kinds of capital markets Canada will have in 


the next five years. 


In endeavouring to predict future capital markets, the 
Advisory Committee was hampered by the lack of authoritative 
forecasts which has resulted from the fact that the high rate of 
inflation which Canada is now experiencing quickly makes capital 
forecasts obsolete. The Conference Board in Canada, for example, has 
not published a full-scale forecast since Richard Thomson, President 
of the Toronto-Dominion Bank gave a paper in 1973, which included the 
estimate that "energy investments during the remainder of the 
seventies may easily exceed $45 billion (or more than double that 


Spent in the whole of the sixties)". 


Since that prediction was made, price tags on energy projects 
have risen sharply. Mr. Thomson assumed, for example, that the 
syncrude Tar Sands project would cost less jthans900mmi il tonm sand 
that at least one other Tar Sands; plant would? be constructed within 
the decade at roughly similar cost. We) nowvknow thaw syncrucesmwiss 
cost upwards,of $2 biuldaon, -andvorly company ofeitcials fcontembplatcuag 
Other Tar Sands: plants: havegstated «thatythieimsp lantsawa le costumer 
than Syncrude. Another illustration, of this trend asthe tcost Or tom! 
refineries. Imperial Oil has just completed its new Strathcona 
refinery ata cost per barrel a day ot capacity ors 100] iWexaco 
Canada is building a refinery at Nanticoke which, when completed in 


1978, will have cost $4,500 per barrel sa day of capacity. 
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tiesreéason ftorshiroqhlighting capital costs» forvenergy* projects 
is that they are the key to Canada's investment requirements in the 
nextslivelyearse= hem inancialertimes »sinvarstory published April 28th, 
1975, quotes an Ottawa economic research firm's estimates that $60 
billion will be spent on energy needs by 1980, and the President of 
Canadian General Electric, Walter G. Ward, recently estimated that 
total Canadian investment will average $50 billion a year "or the 


equivalent of about seven Mackenzie Valley pipelines annually". 


These estimates of annual needs for long-term capital should be 
put in perspective: the year in which the greatest amount of net new 
long-term capital was raised in Canadian markets was 1972, and in that 
year $6.8 billion was raised in debt and equity financing combined. 
Thus it would appear obvious that the demand for long-term capital in 
this country will be more intense in the next few years than Canada 


has ever experienced. 
Where will the capital come from? 


It can come from four sources: corporate Savings, personal 
Savings, government Savings, and foreign investment. Corporate 
Savings arise from retained earnings and funds generated through 
depreciation; they thus are dependent on corporate profitability; for 
1975 at least, corporate earnings in Canada are expected to decline at 
least 10%, and the outlook for 1976 is cloudy. Personal savings in 
Canada are no longer the large percentage factor in long-term capital 
because individuals are tending more and more to concentrate their 
Savings in shorter-term vehicles such as Canada Savings Bonds and 
bank and credit union deposits; longer-term savings vehicles such as 
cash value life insurance, direct purchases of long-term bonds and 


common stocks are receiving proportionately less individual savings. 


Government Savings arise when governments run cash surpluses 
and from funding the government pension plans. The Canada Pension 
Plan isinot) a form of wovernment savings, because’ its funds are drawn 
from the labour force, not from the Consolidated Revenue Fund; the 
Canada Pension Plan is, in actuality, a very important part of 


personal long-term savings. 
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The final constituent is foreign investment. This is likely to 
form a rather smaller share of Canadian investment capital in the 
future because Canadians have concluded, (and government policy has 
reflected this conclusion) that massive foreign investment can have 
unwanted side effects. Although we still are interested in foreign 
investment in debt instruments, Canadian public policy now discourages 
foreign investment in Canadian equities, particularly where control is 
involved. But even if Canada's attitude to foreign investment had not 
changed in recent years, it is improbable that we could expect large- 
scale American investment in coming years. The United States can no 
longer afford to export large quantities of capital, because its own 
government deficits and demands for private capital are outstripping 
its domestic savings. It would thus appear that the major potential 
source of foreign capital will be those Arab oil states whose cash 
flows exceed their ability to invest funds locally. Even this source 


is problematic for a variety of reasons. 


Thus it appears that Canada will experience her greatest demand 
for long-term capital at a time when all three domestic sources will 
have some difficulty in meeting the need, and when foreign capital 
will not be as readily available. Such a supply/demand ratio suggests 
that the Canada Pension Plan's role in long-term capital formation 


will be even more important than it has been in the past. 
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SECTION FOUR: ADVANTAGES AND DISADVANTAGES OF PRESENT FORMULA 


The arguments in favour of the present formula are: - 


a. The present low rate of interest has been attractive to 
the provinces as it has enabled them to reduce their 
respective debt costs substantially. Accordingly, any 
attempt to increase the rate of interest up to, or near 
to, present market levels would mean higher costs to the 
provinces, some of which have large financial burdens at 


the present time. 


Under the British North America Act, the provinces have 
responsibility for some of the areas of governmental 
activity which have experienced the fastest rate of 
escalation in costs, e.g. health, education and 
Municipal services. Thus the low rate of interest on 
borrowings from the Canada Pension Plan could be viewed 


aS a justifiable federal subsidy to the provinces. 


b. The present rate of interest iS variable and, toa 
limited extent, does reflect changes in general 


financial market ‘conditions. 


c. Technically the securities purchased by the provinces 
are not 20-year bonds. All of them are subject to 
call fenesix<emonths )imetice ifithe Minister of Finance 
should need to raise cash to pay benefits under the 
Pat ee uierer Ore, slit ts snot exactly Correct Lo .compare 
the interest rate on these bonds with those paid on 
bonds which are issued by the provinces to the general 
publictand which do not have’ the call feature. This 
call feature could be quite important for the reason 
that the Actuarial Report as at December 31, 1973, 
shows that the net provincial cash flow will become 


negative by the year 1982. 


a. 
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The present®formula does not eppedam toybera makbereot 
controversy. “No? politicalvticqure nor polutrcalgparey 
at either the federal or provincial levels has made 
it an issue and very few comments have been made by 


the media and by the general public. 


The Advisory Committee is somewhat surprised by the 
fact that almost no one in Canada seems to be greatly 
concerned about the rate of interest charged on moneys 
lent to the provinces. Since the only source of moneys 
available to the Fund to pay for benefits and 
administrative costs are contributions and interest 
income, any deficiency in respect of interest income 
must be made up by contributions from the labour force. 
Notwithstanding this, no organizations representing 
unions, business, or self-employed persons have made a 
formal complaint that, because of low investment 
returns “on? thet Fund, *contrvbutioniraresmw1 My navesto 


be inereased. 


The arguments against the present formula are as follows: - 


ae 


Two small, infrequently traded Canada bond issues are 
used to calculate the rate of interest on investments 
of the Fund. As shown in Appendix I, these two bond 
issues form only 1.0% of Canada's outstanding debt. 
Accordingly, the basis wsed for the calculatron worsthe 


rate of return is inappropriate. 


An announcement by the Minister of Finance on March 19, 
L97S rthat the coutstandinegitova mmamoun eof 465 5misvon 
3.00% Canada Perpetual bonds will be redeemed on 
September 15, 1996, presumably means that this small 
and infrequently traded issue will be included in the 
data base for the next year and one half. In addition, 
as at October 1, 1975, the 63502) Canadambonds awl 

have a remaining term to maturity of less than 20 years 


and will no longer be included in the data base. 
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According! wens the mot-too—-diastant future,«the 
provinces will be borrowing at interest rates 
established entirely by the 3.75% Canada bonds due 
March 15, 1998, unless the Federal government should 
choose to issue a new long-term bond in 1975 or 1976. 


This is an unlikely event. 


The two issues of Canada bonds which are used are 
discount bonds and, therefore, trade at low yields 
because of tax considerations. In other words, the 
bonds are attractive investments to any investor 
paying income tax because the difference between the 
investor's purchase price and the investor's sale 
price or the redemption price of the bond is a capital 
gain which is taxed at half the ordinary rate of tax. 
The difference between the yield on long-term Canada 
bond issues and various corporation bond issues is 


shown in Appendix II. 


It will be noted from the contents of Appendix II 
that the high coupon bonds produce much higher yields 


for investors. As the Canada bonds used for establishing 


the rate of return on new moneys invested for the 
Canada Pension Plan have low gross yields because of 
the above-mentioned tax considerations, the interest 


Pnicomes Ob tthe. Fund ise lesss than “'t) should be 


Appendix III (page 28) shows a comparison of the yields 
on long-term Canadian bonds issued during 1975 and the 
rate of interest charged during 1975 on securities 
issued to the Investment Fund of the Canada Pension 
Plan. Sitewiwl be noted that ,Janveach instance, yields 
Hi@timerotmicssne are hacher  ithans the CPP lending rate. 
However, it should be mentioned that the information 
contained in Appendix III does not show the true 
Savings in borrowing costs to the provinces for the 


Season tiat, tuewcd1! ference, shown, inithe last, column 
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does not reflect commissions, underwriting costs, 
etc., which have to be borne by the provinces in 
raising funds from the general public. (Please see 


Sections yaragewiy. 


As benefits and administrative costs of the Fund are 
paid out of interest income and contribution income, 
the retention of the present formula will have to 
result in future contributions to the Fund being 
greater than otherwise would be the case. The 
performance of the Investment Fund of Quebec Pension 
Plan has been much better than that of the Canada 
Pension Plan for the reason that it invests its 
moneys in a more uSual way. This might ultimately 
mean that the contributions by participants in the 
Quebec Pension Plan will be lower than those by 
participants in the Canada Pension Plan. This would 
be another deviation from the principle of parallelism. 
In addition to this, the image created by the better 
performance of the Quebec Pension Plan vis-a-vis the 


Canada Pension Plan is not good. 


Notwithstanding the differences in credit ratings of 
participating provinces, the present formula treats 

all provinces equally in respect of the interest rate 
which is charged on all lendings by the Fund to such 


provinces. 


While the call feature attached to loans to the 
provinces may, in theory, justify the assessment of 
a lower interest rate than would otherwise be the 
case, the argument is largely academic as it seems 
very unlikely the Minister of Finance would exercise 


the call privilege. 


Some provinces use borrowings from the Fund to retire 
outstanding public issues and others use them to 


finance their provincial Crown Corporations. In the 
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latter case, these provinces charge the Crown 
Corporations concerned with the current market 

rates for such moneys and the spread between this 
rate and the CPP interest rate is a windfall gain 

for the provincial treasury. The moneys involved in 
the spread properly belong to the contributors to the 


Canada Pension Plan. 
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SECTION FIVE: ) POSSIBLE “ALTERNATIVE SAPPROACHESGSEOR 
IMPROVING THE RATE OF RETURN FOR CPP INVESTMENT FUND 


Alternatives One: 


The Managed Portfolio Approach (as used by the 


Quebec Pension Plan) 
Arguments in favour of this approach are: 


a. It should give better investment returns. 
A professional manager able to select from 
the whole investment field should generate 


better results than the CPP now earns. 


b. It offers all the advantages accruing from 
diversification. iInvprianceple wake eas tad 
diversified portfolio should be able to take 
advantage of opportunities across the 
investment spectrum, both from a buying 


and from a selling standpoint. 
Arguments against this approach are: 


a. There would be a higher administrative 


cost, especially for professional management. 


b. It would force the provinces to do more of 
their financing publicly, -whach would: noe 
only hamper their plans, but might be 
upsetting to capital markets. Now that the 
provinces have come to rely on CPP, it would 
be unrealistic to expect them to give up 
any Significant portion of Its annual cash 


flow. 


c. The risk exposure of the Plan would be 
increased. At present, all securities held 
in the Fund carry provincial guarantees. 
Any move toward a diversified portfolio 


would carry the xrsk of lose. 


Alternative two: 
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d. It would potentially be a source of excessive 


government 


power. The scale of the CPP is so 


Enornousminarelationsto Canadian financial 


markets that to permit the Fund to invest, 


Say, in equities, would carry with it the 


Liske that. ther Fund would have worrisome 


power in the Canadian equity markets. 


Use Open Market Interest Rates 


Under this approach, the Minister of Finance 


would charge each province on each month's 


allotment the 
most recently 
guaranteed by 
approximating 
by the CPP. 


The eifect of 


each province 


interest rate prevailing on the 

issued bond of that province or 

that province having a term 

that of the bond to be purchased 


such an arrangement would be that 


borrowing from the CPP would pay 


the same interest to CPP that it paid on the 


open market. 


The arguments 


in favour tonmitihis approach are: 


a. It would ensure that all bonds acquired for 


the Fund were acquired at fair market value. 


Fair market value is not an unfair concept 


for the Canada Pension Plan, because it is 


the concept that underlies other government 


acquisitions and certainly is the acid test 


for purchases of investments for private 


Pemsioneolans. | cince the CPP represents 


the enforced savings of the Canadian labour 


force, those savings should be invested at 


not less than fair market value. 


Alternative Three: 


maps files 


b. From the standpoint of the provinces, such 
an approach would not be punitive, because 
it would recognize the differing credit 
ratings of the provinces and would not 
involve any arbitrary judgments as to the 


NFaariwantereserratrtesc 


c. Because the interest rates paid by the 
various provinces would reflect their 
differing credit ratings, the ervue, costssor 
the Fund would be more equitably distributed 


among the participating provinces. 
The arguments against this approach are: 


a. Such an approach would raise substantially 
the borrowing costs of some of the 
provinces, a result that might be viewed 


as a new form of regional disparity. 


b. Alberta may not have to issue any new bonds 
at all, so it might be necessary to use the 
rate on existing Alberta-guaranteed issues, 
which would be distorted by the tax aspects 
of discount bonds (the problem discussed 
earlier when the existing formula, based 


entirely on discount bonds, was considered). 
Rewrite Existing Holdings to Market Value 


Under this approach, the Minister would call 
for redemption Of all or asmajor pare or 
existing loans and repurchase them at today's 
market rate. Although this is a conceivable 
option, the Advisory Committee considers it 
unworthy of discussion, because it would mean 

a substantial increase in debt burdens for all 
the provinces, and would, in some cases at 
least, impair their credit ratings in financial 


markets. 


ee 
Alternative Four: Purchase Only Publicly-Traded Provincial Bonds 


Under this approach, the Minister of Finance 
would in each month purchase in the open market 
a dollar amount of publicly-traded bonds from 
each province in proportion to that province's 


Share of. cash flow. 
The arguments in favour of this approach are: 


a. All bonds would be acquired at fair market 


value. 


b. The regularity and scale of such purchases 
would dramatically improve liquidity in 
provincial bond markets and would make 
bonds of small provinces more attractive to 
DiStteuUclonat aAnvestors. (his is, ian fact, 
what the Quebec Pension Plan has done for 


Quebec and Quebec-guaranteed bonds. 
The arguments against this approach are: 


a. Bond underwriting firms would benefit 
unduly from this approach because they 
would collect their underwriting spread on 


all new provincial debt issues. 


b. If a province such as Alberta were not 
issuing new debt, the yield on its 


outstanding issues would shrink sharply. 


c. There would be some management costs 
connected with bond purchasing on this 


scale. 


Alternative Five: Add a Fixed Flat Rate Amount to the Rate 


Produced by the Existing Mechanism 


As Appendix III on page 28 shows, the spread 
on new provincial issues recently compared 


with the CPP rate is more than 1%, depending 


Alternative Six: 
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on the province. If the existing mechanism 
were retained and 1% were added, then the CPP 
would get a fairer return, but the present 


approach would be largely retained. 
The arguments in favour of this approach are: 


a. [It 1S simple and would bring overalle returns 


Slose to fair market value: 


b. It wouldavold protracted discussions, about 


what a."fair" formulesshould: be: 
The arguments against this approach are: 


a. It is a half-way measure and would still 
expose the Plan to the criticism that fair 


market value was not being used. 


b. The existing mechanism is being destroyed 
by vieventseandraddingmalt late mateyon top og 
what iS an unrealistic formula in light of 
current financial markets would be at best 
a temporary measure that would require 


future adjustments. 
Use a Formula Based on Provincial Bond “Rates 


Under this approach, the Minister of Finance 
would calculate monthly a special rate. fThis 
rate would be a weighted average provincial 
bond rate based on the most current long-term 
bonds of each province (either issued by a 
province or guaranteed by a province). This 
weighted average provincial bond rate would be 
the rate on new CPP borrowings. The formula 
for calculating the weighted average would be 
a new formula with the weighting done in 
relation to each province's annual share of 
CPP (COnErIbDUCIONS, father elaine scl momo @ 


formula now publicly available, like the 


Altepnati veiseven: 
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McLeod-Young-Weir provincial bond average, 
which includes Quebec bonds and does not weight 


theneinarelationsto CPP panelcipation. 
The arguments in favour of this approach are: 


a. It would tie CPP investments directly to the 
rates in provincial bond markets, rather 
than to a largely theoretical rate based on 


seldom-traded federal discount bonds. 
b. It would produce overall fair market value. 
The arguments against this approach are: 


a. CPP is a relatively unique example of 
federal—provincial cooperation. It is 
important not to create an incentive for 
wealthy provinces to set up their own 
pension plans. Since this formula would 
mean that Ontario and Alberta would pay 
Slightly higher rates on their CPP loans 
than on open market borrowings, those 
provinces might feel it necessary to set 


up their own plan. 


b. It would introduce a new and perhaps 
unnecessary kind of cross-subsidy into a 
Plena chiatasa unead yalnaSenume Lous Cross 


Sno ioLeos: 


Use Alternative Six, but Let Provinces Have an 


Option 


Under this approach each province would have 
the option each month of paying on its new 
loans, either the weighted average provincial 
bond rate as calculated by the Minister of 
Finance 0% sts Own. actual provincial bond 
rate that was used in the weighting formula. 


Thus provinces whose actual open market rates 


ei ae 


were below the weighted average provincial rate 
would. have vthe erigqhteto jpavereomc Erase ne tra Open 


market rate. 
The arguments in favour of this approach are: 


a. It would produce fair market value 
investments for most of the Fund's purchase 
of securities and a nearly fair market 


value rate for the remainder. 


b. It would not produce a severe interest 


rate problem for the poorer provinces. 


c. It would produce a large overall yield 
improvement without creating a new kind 


of regional disparity. 


d. It would combine the weighting of CPP 
participation with the open market interest 
rate while leaving flexibility, thereby 
achieving a satisfactory compromise 
between the need to improve the Fund's 
results, and the provinces' need to have 


readily-available funds at good rates. 
The arguments against this approach are: 


a. It would mean that provinces would be 
paying differing interest rates on their 
borrowings, which may aggravate national 


differences: 


b. If, for example, Alberta should issue no new 
public debt, there would still be difficulty 
in setting "fair" rates on Alberta's 


borrowings from the Plan. 


= DEY ieee 


SECTION SIX: CONCLUSIONS AND RECOMMENDATIONS 


The Committee concludes as follows: 


thes 


The existing mechanism for arriving at the interest rate for 
the special provincial securities purchases by CPP investment 
funds has deteriorated over the years. With the disappearance 
from the rate base in October of this year of the 64% bonds of 
1995, and the prospective inclusion of the perpetuals, the 
present rate base will become not just unrealistic but 
indefensible. To use less than 1% of the debt of the 
Government of Canada (and an infrequently traded 1% at that) 
as the pricing basis for more than a billion dollars a year of 
new Fund investments is unfair to the Plan itself and to its 


Par iciupanus 


The changes that have occurred in financial markets in recent 
years could not have been predicted when the existing mechanism 
was chosen, and indeed the existing mechanism itself was not 


the subject of detailed analysis at the time it was selected. 


The CPP has gradually become the backbone of provincial financing. 
It is important, given the kinds of pressures now occurring in 
Canadian capital markets and those likely to occur in the next 
five years, that the CPP be strongly funded. Such strength 
obviously cannot come only from a change in the rate mechanism 


but at least this change in rate should be made. 


As a major factor in Canadian personal savings, it is important 
that the CPP achieve a fair rate of return on investments and 
it is important that the investment -aspects of the Fund be seen 


to be fair and suitably productive. 


The better rate of return being achieved by the Quebec Plan is 
not just a source of some embarrassment to the Canada Plan, but 

a potential means of producing widely varying benefit levels from 
the two plans. The Committee strongly believes in uniformity 
between the two plans as far as is possible, and this will be 
difficult to achieve unless the Canada Plan achieves a better 


rate of return. 
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The Advisory Committee therefore recommends that the Minister 
of National Health and Welfare open discussions with the provinces 
as soon as possible concerning the establishment of a new interest 
rate mechanism. The Advisory Committee does not recommend that the 
investments of the Plan be diversified outside the provincial 
sphere. All that is needed is a fairer rate of return on new 


provincial bonds acquired for the Plan. 


The Advisory Committee recommends that a new formula be 
derived along the lines set out in Alternative Six of the Report 
(use one interest rate for all provinces based on weighted average 
provincial bond rate) or Alternative Seven of the Report (same as 


Alternative Six, with optional rate for each province). 


This Report was approved by the Advisory Committee at a 


meeting held at Ottawa on May 8, 1975. 


Respectfully submitted, 


pe 


Chaarmany, 
Canada Pension Plan Advisory - 
Committee. 


APPENDIX I 


Details Pertaining to Outstanding Debt 
1974 Compared to December 31, 


December 31, 


Ga 


GOVERNMENT OF CANADA 


Treasury Bills 


Canada Savings Bonds 


Canada Bonds 


3 Years and Under 
Se oOmLeCars 

D> =) LO Years 
LO™= 20 Years 


20 Years and Over (Note 1) 


Total (Note 2) 


Notes: 


i. 


The issues of 20 years or 


As at December 31, 1964 


$100 
$165 
$270 
$150 
WS) 
$197 
Sooo 


SEE: 
5.00% 
5.00% 
5.00% 
De 2% 
3h Om 
3.00% 


at 
at 
at 
che 


due 
due 
due 
due 
due 
due 


Mle on 
million 
million 
million 
million at 
milion at 
million at 


As at December 31, 1974 


STOOmmEl ron at.G. 50S 
SLO7 eine on rates. / 5% 
S So onl ton at. 3.00% 


Excluded are: 
public, 


(Millions of Dollars) 


more to 


January 1, 1985 and issued January 1, 
1, 1987 and issued October l, 
1987 and issued October 15, 
1963 and February, 


October 
October 
June l, 
May l, 


due October 1, 
due March 15, 


December 31, 


Amount 


S 57,000 
ee pel 


Gi, 325 
3,086 
3,673 
1,641 

352 


$33,882 


1974 


Percent 


One ieoyesill 


16.9% 
S859 


hk 
S) 
(ey (oe) too) TS 


OO>0 


oe 


maturity were:- 


| He 


1988 and issued June, 
1990 and issued April and July, 
March 15, 1998 and issued September 15, 
Perpetuals issued September 15, 1936 


1964. 


1995 and issued October 1, 
1998 and issued September 15, 
Perpetuals issued September 15, 1936. 


December 


Amount 


$ 2,140 
37013 


3,572 
1,841 
2313 
4,088 
1,062 


$207,629 


1960 
1960 
1962 


1964 
L956 


1968 
L956 


non-marketable securities held by Government accounts, 
$88 million for 1964 and $49 million for 1974 year-end. 


Source: 


Bank of Canada Review, February, 


Statistical Summary, December, 1965. 


1975 and Bank of Canada 


Sie Looe 


Percent 


of total 


10.4% 
ey re. 


i es, 
Shey! 
ee 
USELSIS) 
Decl 


100.0% 


1964 


matured and outstanding market issues all held by the general 
$16 million for 1964 and $21 million for 1974 year-end. 
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Yields on Various Outstanding Canadian Bonds 


As At December 31, 1974 


December 31, 1974 


6.50 % Canada 1995 Sites) 
SOP AS Canada 199671998 S.22 
3.00 Canada Perpetuals (1) (eee) 
LO525 Ontario Hydro 1994/1999 10.04 
7.375 Ontario Hydroe1997 G2 6L 
10.00 Bell Canada 1996 10.47 
8.00 Bell Canada 1997 LO.28 
TRS Imperial O11 1992 iL Oae3 2 
10.625 Imperial O11 1994 JHO Pe e18) 


(1) It has since been announced that the Perpetuals will be redeemed 
September 15, 1996. 


Source: Richardson Securities of Canada. 


APPENDIX EE 


Province (1) 


Ontario (Hydro) 
B.C. (Hydro) 
Newfoundland 
Pols Iho 


Nova Scotia 


(1) Details pertaining to a guaranteed issue are shown in parenthesis 


at fats: 


Comparison of Yields on Recent Canadian Bond Issues 
and the Rate of Interest Charged on Securities 


Issued to the CPP Investment Fund 


Date of 
New Issue 


Feb. 10/75 
Jan. 2/15 
Feb. 17/75 


March 15/75 


March 3/75 


after name of province. 


(2) Yield. cCommaturity. fon the lender, 
include commissions, underwriting costs, etc. 


Maturity of 


2000 


2000 


1996 


1995 


2000 


New Issue 


Yield(2) 


9.50 


10.1) 


10.00 


than the rate of interest paid to the lender. 


CPP 
Lendin 
Rate (3 


Year 1975 


8.38 


8.46 


Provincial borrowing costs also 
and therefore are larger 


Difference 


(3) Average weighted yield of Canada bonds with a maturity of 20 years or 


more for the first three days of the month. 


Source: Various financial publications, A.E. Ames & Co. Limited, and Dominion 
Securities Corp. Harris & Partners Limited. 
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ATTACHMENT A: THE EFFECT ON THE FUND OF A YIELD IMPROVEMENT 


Any alteration of the interest rate mechanism designed to bring 
the rate on new borrowings to, or closer to, market rates would have 
the result of increasing new money rates by 1% to 13%. It may seem 
that such an increase would be only of marginal impact and thus that 


the analysis undertaken in this report is an academic question. 


Although the workings of compound interest are familiar to 
many Canadians, particularly those working in the financial community, 
most Canadians have some difficulty appreciating how compounding works. 
Since the Canada Pension Plan is in a positive cash flow position, it 
reinvests its interest income and thus compounds it. The following 
illustration shows what would happen if the Plan had the same 
contributions and same deductions in each year as it had in fiscal 
1974 and what the effect on the Fund would be under varying new money 
interest rates. Higher assumed rates would produce even more 


impressive results. 


Set 


L973 Beginning of the year Fund 55.793) billion 


i] 


Cash flow Contributions - Expenses 
ry in) = Ole - . 304 


Rate of return on Fund for 1973 = 


Interest (1973) _ -416 


Fund (beq. of 1973) + Cash flow 1973) Deo eth Ome me oe 
2 2 


Assuming 1973 Fund (end of the year) = 6.934 billion earns 6.763% 


and new investments earn ea ftoforseacn-Oon next Sryears 
Li. 8% 

Prin = oa2os 

I. SO ab0s 

cigs Q7% (S: Billion) 

Fund Cash Interest 
(beo.., .Of “vr.)) Flow Income Final (Y/E) 
1974 6.934 2S - 494 8.143 
1975 8.143 oF iS <5u9 9.437 
LS 76 9.437 2715 - 669 LOSSZL 
1977 10.821 TLS . 766 125302 
1978 He IO ~/15 ~370 L3 sea? 
1979 132.8387 yale 7, OCL P55. 5a 
ss Q8% 

1974 6.934 es -498 8.147 
1975 8.147 py at) 2595 9.457 
Lo7¢ 9.457 HES 2699 LO, e871. 
LOT 7 LO S87 1 pores sol 12.399 
1978 127399 LS 2925 14.049 
1979 14.049 ra als) 067 15.63 


te et @8.25% 


1974 6.934 ARES -498 8.147 
Lois 8.147 palace) Lee iehs! 9,460 
L976 9.460 ceo < 207 105882 
ES 3) IG7882 a Mike 824 Laas) 
1978 12.421 Pa is SIDE 14.087 
ibe VA 14.087 ~ALS 1.089 psec she Bl 


LY» @8.50% 


1974 6. 934 Ges) - 499 8.148 
LOWS 8.148 ae AES) - 603 9.466 
LOTG6 9.466 ry ives SINS. LOSS96 
177 LOS S96 Bas 2o30 12.447 
Lg7s 12.447 yee: meeiene: 147130 


To72 tA 30 TRS pe 1S. 956 
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ATTACHMENT B: TWO PROVINCIAL PLANS 


Aweevyiscd@interest rate formulason a-revision o£, the investment 
philosophy of the Canada Pension Plan should not be considered a 
racical idea. In looking at alternative approaches, the Committee 
thought it worthwhile to consider how two public plans structure their 
investing. The Quebec Pension Plan and the Ontario Municipal Employees 
Retirement System were selected, not only because of their size, but 
because information on their practices is readily available. It is 
our opinion that the differences between their investment philosophies 


and the Canada Pension Plan's are instructive. 
QUEBEC DEPOSIT AND INVESTMENT FUND 


When the Quebec Pension Plan was initiated, the provincial 
government created a Crown Corporation, the Quebec Deposit and Invest- 
ment Fund (Caisse de Dépdt et Placement du Québec) to invest the funds 


of the Quebec Pension Plan. 


The investment operations of the Fund are defined by the 
incorporating legislation of the Fund. The Act stipulates that 
individual security selection conforms generally to security issues 
that would be acceptable under the Canadian and British Insurance 
Companies Act and the Quebec Life Insurance Act. The QPP 
legislation provides that a maximum of 30% of the assets can be invested 
in real estate. The Fund is also permitted to invest in securities 
otherwise ineligible, under a "basket" clause up to 7% of the Fund's 
total assets (provided that the investment in one company does not 
exceed more than 1% of the Fund's total assets). The legislation has 
not been a severe restriction and the Fund has been aggressively 


managed. 


Since its inception, the management of the Fund has realized 
that the investment policies of the Fund embody two levels of 
responsibility, because the funds for investment are, on the one hand, 
DEI vate MDOth a inecouLcesand) application while, on. the other hand, 


they are temporarily under public ownership. According to the 


iets 


management of the Fund, the possible conflict of the two responsibii- 
ities is resolved by the Fund"'s role “as avtrusteeship. In the 
investment of the moneys the role of trusteeship prevails over all 
other considerations. The investment priorities, therefore, as stated 
in the Anntial. Reports of the Mund, are: first, che protec: 1onNo, «rc 
depositors, the realization of a rate of return in keeping with the 
risks assumed and an adequate diversification of investments; and 
second, preference is given to investments with greater potential 


benefit to the people of the Province of Quebec. 


The Eighth Annual Report of the Fund contains an analysis of 
the investment policy of the Fund. Initially, the portfolio was 
made up almost exclusively of securities issued by government bodies. 
The distribution of the investments in public and private sector 
securities has, however, gradually evolved to the ratio of 64% in 
public securities and 36% in private securities at the end of 1973. 
The Fund has also shown a gradual reduction of fixed income securities 
in favour of variable income securities - the latter made up 193% of 
the Fund's assets at the end of 1973. The Fund has limited its 


investments to Canadian securities, mainly of Quebec origin. 


With its bond portfolio the Mund playseasme jor role 
maintaining a market for Government and Quebec and Hydro-Quebec bonds 
by purchasing and holding an adequate volume of all public issues of the 
above bonds. The Fund aggressively manages its stock portfolio which 
includes shares of a broad cross section of the principal Canadian 
companies. In the real estate and mortgage sector, the Fund's 
investment policy is oriented towards the financing of new 
construction within the limits of the Province of Quebec. The Fund 
has also undertaken private placements both of the public sector and 


the private sector. 
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The holdings of the Fund at December 31, 1973, were distributed 
as displayed in the following table: 


Percentage of 


Book Value Assets Book Value Percentage 
Tie. SOs Bonds 
Government of Canada $ Bie 049 3.06% 
Government of Quebec 
and Guaranteed Lp fo s0 7.965 70262 
Guaranteed by Provincial 
Grants 87,814,481 fA 
Municipal and School 141,284,968 [eee 
Corporate Zod oo S noe 14.04 
Fly, GOs p48 0 10 TOC.003 
18.94% Stocks and Convertible 
Securities 
Public. Utilities $ 8259.01. 028 16.86% 
Banks and Financial 64,189,460 13°. 06 
Consumer Goods anda 
Services SOON O22 HOF. 7 
Heavy and Secondary 
Industries a ie 243 we was Ad 
Oil and Gas Pepe SO ples oO 14.70 
Mines and Metals O2,7669 7359 Her ES) 
Forest Products LS a Oe ASo 5 3 G0 
Real Estate Companies UO oie Or.20 
Convertible Securities 21,456,472 ON oe 
vu c's lel Ms lis yrearsts| L000. 002% 
3.56% Mortgages $ 93,186,449 eulbads tel. 
Ieeteles Mortgages Guaranteed by 
Trust Deed $ S55 ho, oe 23.60% 
0.89% Real Estate $ 22 A197 O02 14.82% 
ce pe pce Ole Nn OA ae) 100.00% 
0.06% Assets Under Lease $ 1,488,442 
Bees Short-Term Investments $ 85,943,437 
100.00% $2,099,294 ,120 


SoS a 
The Fund has reported annual improvements in the net rate of 
return of the portfolio. The Eighth Annual Report of thestiund reporge 
that the net return on the average balance of deposits from QPP rose 
from 7.22%. in 1972 to 7.22%) ano 73 endear te Wace Clee ceven ad 
consecutive annual increase in the return of the investment portfolio. 
Calculated on the same basis, the administrative expenses in 1973 


were 0.099%. 


On vars (ae aie 
Net Return on Net Return on 
Average Balance Average Balance 

170 62,9973 6.69% 
LOL Pen eps ye) 6.84 
LO! fhe aS) 7500 
odes fir Salis) 1200 
1974 (iran 2-08 


The Management cf the Fund realizes the necessity of expert 
advice of pension specialists. The Fund hopes to form a special Crown 
Corporation in order to give the organization more leeway in hiring 


and retaining specialists. 


ONTARIO MUNICIPAL EMPLOYEES RETIREMENT SYSTEM 


The Ontario Municipal Employees Retirement System (OMERS) 
provides pension benefits for Ontario's municipalities, thermelocar 
boards and certain of Ontario's post-secondary educational institu- 
tions. As of 1973; OMERS *has am annual Caste CWC feo hl on, 
investments of $503 million and provides a full range of pension 


benefits to 93,000 men and women in Ontario. 


From 1963 until the end of 1974, the funds of OMERS had been 
invested, exclusively, in non-marketable Ontario debentures. The 
Government of Ontario agreed to issue the special long-term 
non-marketable debentures in 1962 in order that OMERS could be formed 
and provide a pension scheme - at uniform, stable and reasonable rates 
of contribution - for all Ontario municipal employees. In the early 


1970's as OMERS' actuaries accumulated reliable data with regard to 
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the members' ages, sex, disability, retirement, nomnralrty, ebo.. and 
as OMERS matured and stabilized, it became apparent that, with regard 
to investment policy, OMERS should commence to concern itself less 
With aceepeabtility ana less with stability and more with the rate of 


return One inivestments. 


Br fectiverwith the year 1970, the OMERS' rate of interest was 
changed srommaycixedy rate toa floating rate... Therrate- was floated 
ac 


"a rate not less than the weighted average yield to 
maturity of the debentures and bonds issued or 
guaranteed in Canadian dollars by the Province within 
each veany, plus 178 "6f 13 (to recognize that the 
availability of OMERS' funds to Ontario would eliminate 
Ontario's need to borrow such sums in the capital 
markets and to incur the legal, printing, bookkeeping, 
registration, bank and other charges which result from 
such a borrowing) for a term of not less than 20 years 


and not more than 30 years." 


In 1973, the floating rate was made applicable to each year 
Since the establishment of OMERS and Ontario made a special payment of 
the differences between the original rates in the years 1963 through 
II69Pano the = loated rates tom those years. The term of the debentures 
was also shortened. As a result of the change, the weighted average 
rate of interest on the Ontario debentures for the years 1963 to 1969 
was increased from 5.78% to 6.89%. The rates of interest for 1970, 
1971 and 1972 have been 9.1%, 7.85% and 8.02% respectively. 


In 1973, the Treasurer of Ontario established the OMERS Joint 
Study Group to study OMERS' present investment policies, alternatives 
thereto and related matters and to report thereon. The Joint Study 


Group presented its Report on February 14, 1974. 


The Report reviewed alternative investment policies for OMERS 
on the stated assumption that the best interest of OMERS would be 
served by investments which produce for OMERS the highest rate of 


return consistent with safety of principal and sound investment 
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practices. The alternatives considered Ineluced: Snou-marketapie 
Ontario debentures using the present principles for determination of 
interest, non-market Ontario debentures using different principles 
for the determination of interest, Ontario municipal debentures and 
marketable Ontario bonds and debentures. The Joint Study Group also 
considered a hypothetical comparison between relative rates of return 
on OMERS' non-marketable Ontario debentures and on marketable 


securities in the Canadian capital markets. 


The Report of Joint Study Group makes the following recommen- 


dation based on their studies of the above: 


"Tf OMERS' future contributions were to be invested 

in a full range of marketable securities under The 

Pension Benefits Act and the Regulations thereunder, 
rather than in non-marketable Ontario debentures, the 
Study Group's studies support the finding that OMERS 

could achieve a higher return on the System's funds - 
possibly from a Minimum Gf, say, .3/4 Of -l Se sper annunecosd 
Maximum of, «say, 1 1/742 per annum: (Such a higher cerurn, 
on the basws*of ‘the @unds® to betavaitable for 

investment would increase the System's investment 


income,” consimerably jm! 
The recommendation also included the following cautions: 


"The Study Group cautions, most emphatically, however, 
that an increased rate of return would not be automatic 
(much work and knowledge would be required, over a 
relatively long period of time, by OMERS* policy makers 
and investment managers) and the effect of a greater 

rate of return would not be immediate (OMERS' present 
investment in Ontario debentures is large, and, therefore, 
the impact of securities with higher returns would not 

bel reflected SAnhOMERS! PT totalM@ratesoperelLurm tom scone 


W 


years). 
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The Joint Study Group also considered the requirements of an 


investment organization and recommended that: 


"OMERS should not be authorized to invest in marketable 
securities unless the Treasurer of Ontario and the 
Government of Ontario are of the opinion that a high 
standard of organization and of personnel can be 


achieved." 
and 


"The cost to OMERS of a first-class investment 
management organization, within a relatively few years, 
would represent a small fraction of the additional 
income which OMERS would receive if the System were 

to be authorized to invest in a portfolio of marketable 


securities - approximately .15% of investment income." 


The Joint Study Group also recognized that the transition to 
the investment of all moneys in marketable securities should not be 
made all on one specific date and recommended that the task be 


Spread over a period of five years. 


The Treasurer of Ontario accepted the Report's Recommendations 


and ein che 1974"Oncarlo- budget! stated that: 


iy IOS Woeto 2Z0sof OMERS © neti receipts be made 
available to the System for wider investment 
opportunities, with the balance to be invested in 
special Ontario debentures. The percentage will be 
increased from year to year as investment experience 


is developed by the OMERS' organization." 
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ATTACHMENT .C: ROLE OF CPP IN PROVINCIAL SP INANGING 


The Advisory Committee has regularly indicated at its meetings 
that it feels the Canada Pension Plan should devote somewhat more of 
its resources to public relations campaigns to acquaint Canadians 
with its operations. Usually these suggestions have taken the form 
of comments that perhaps somewhat more effort could be devoted to 
projects such as "Stuffers" with the Income Tax forms, along the 
lines practised by the Quebec Pension Plan. The comments made by 
members over the years have not been to suggest that the existing 
public relations program was poorly handled, but that it could be 


expanded. 


The Advisory Committee is of the view that one aspect of the 
Plan in particular needs a better presentation -- the way provinces 
use the CPP funds. Canadians generally are aware of the kinds of 
benefits CPP pays to persons who qualify, but they are not aware of 
the tremendous benefits all Canadians receive indirectly as a result 
of the investment of CPP funds. Hospitals, schools, universities, 
highways and hydro projects have been and are being financed by 
Canadians' savings through CPP, and this part of CPP benefits 


deserves wider publicity. 


One reason the CPP needs publicity about this "benefit" we all 
enjoy is that the provinces are not drawing people's attention to just 
how important CPP loans are in provincial finances. The Advisory 
Committee notes that the "low profile" approach of the CPP may even 
have led,however indirectly, to some provincial financial reporting 
that could lead to confusion in voters' minds about the nature of 
CPP investments themselves. The provincial securities purchased each 
month by the CPP are in every respect legal provincial debt issues. 
Their only differences from other provincial bonds are their lower 
interest rate, their non-marketability, and their call provision in 
the event that the CPP Fund needs to raise swashuto pay bencctcs. 
Otherwise, they should be accorded the same treatment in public 


reports as any other form of provincial debt. It would appear, 
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however, that such recognition of the CPP investments will have to 
come from CPP publicity. The provinces do not seem to promote this 


feature of the Plan. 


ONTARIO 


Ontario, for example, makes a distinction between what it 
Cal sam nen Dub Ac bOLrrowing. sand | public borrowings PecPubLic 
borrowing" is defined as the securities issued in the public financial 
markets. "Non-public borrowing" is defined as the moneys received 
from government sources, mainly from pension plans (the CPP Investment 


Fund is the largest source of these moneys). 


Both the 1974 Ontario Budget and the 1975 Ontario Budget make 
the point that Ontario has been able to reduce its public debt. 


The 1974 Ontario Budget makes the following statement: 


"I (the Treasurer) am pleased to report that I have 
accomplished a reduction in the outstanding public 
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The 1975 Ontario Budget shows a reduction in public debt in 
the fiscal year 1974-75 of $304 million with an additional $65 million 
of Ontario bonds held in portfolio at year-end ready to be retired. 


The 1975 Ontario Budget states that: 


"Over the past two fiscal years, the province has 
reduced public debt by $532 million representing 
almost one-third of its outstanding publicly held 
debt." 


The following table prepared from the 1975 Ontario Budget 


shows how Ontario has been able to reduce its public debt. 
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Ontario's Statement of Operational Cash 
Requirements and Related Financing (Summarized) 
($ Millions) 


Interim Estimated 
2 Area 5) 1973=74 1974-75 Oo eG 

Net Cash Requirements 744 708 10:30 1,669 
Non-public borrowing 

Canada Pension Plan 536 607 702 7350 

Other funds 

(OMERS etc.) 244 330 450 3eh5 

Total Non-public 

borrowing 780 937 Le soe pS 
Total Public borrowing 252 (223) (304) (34s) 
Reduction or (Increase) 
in Liguid Reserves (288) (1) 182 = 
Financing to be 
determined ee = = 3) 103) 
Total Financing 744 708 17,030 7 069 


It is important to note from the table that while Ontario has 
been able to reduce its "Public Borrowing", the total "Non-Public 
Borrowing" has increased. The main source of this "Non-Public 


Borrowing" has been the CPP Investment Fund. 
BRITISH COLUMBIA 


British Columbia also separates the financing that it receives 
from the CPP Investment Fund from financing from capital markets and, 
in fact, refers to the CPP funds as "1ts own, internal, investment Lung cue 


The 1974 Budget Speech of the Province of British Columbia states that: 


"The Province continues to meet the Provincial Crown 
Corporations' capital requirements from its own 

internal investment funds, thus keeping away from 

costly borrowings in thes public ymarkets..ee ney Sy, 
$152,396,000 from the Canada’ Pensionsfund andes! 32 500.000 
in Provincial trusteed funds were made available at 


market prices." 


at HOT 


The British Columbia Financial and Economic Review, August, 
1974, that is published in conjunction with the Budget further states 
ishiackr: 


"None of the Provincial Crown Corporations have been 
to the money market since October, 1967, except for 
the normal roll-over parity development bonds and the 


occasional short-term financing requirement." 


tes Of Gnterest that British Columbia borrows trom the CPP 
Investment Fund at the CPP formula rates and then makes the funds 


available to the Provincial Crown Corporations at "market prices". 


SASKATCHEWAN 


Saskatchewan also notes the benefit it receives by borrowing 
from the CPP Investment Fund. The 1974 Saskatchewan Budget Speech 
reviews the province's capital financing activities in 1973 and 


states that: 


"Once again we realized substantial savings by taking 
advantage of all funds made available by the Canada 
Pension Plan. The average interest rate was only 


7.46 per cent." 


The budget statement includes a table listing the debentures 


issued by Saskatchewan in 1973, including: 


Public Market Issues - 30,000,000 at 7.75% 
— 30,000,000 "at 6.25% 
CPP Fund - 45,213,000 (ave. 7.46%) 


OTHER PROVINCES 


The Province of New Brunswick also displays the savings that 
it was able to achieve by borrowing moneys from the CPP Investment 
Fund. The 1974 New Brunswick Budget states that while the province 
floated one debenture issue of $50 million in the United States, 
beyving ea coupon rate of 6 3/c3, the province was also able to raise 
approximately $33 million from the CPP Investment Fund at an average 


PatesoOrt Interest of 7.53% (different fiscal period than Saskatchewan). 


ee fe 


The other provinces are less definitive in their approach to 
displaying funds received from the CPP Investment Fund in their annual 
budget statements. All provinces have, however, taken full advantage 
of the moneys available to them from the CPP Investment Fund. It 


would be poor money management to do otherwise. 


To the provinces, the CPP funds represent a very substantial, 
eaSily accessible, steady source of ready provincial financing, at 


below-market rates. 
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REGIME DE PENSIONS DU CANADA 
PLACEMENTS DU FONDS PAR PROVINCE 
ANNEES FINANCIERES 1968-1969 A 1974-1975 
; ET PAR MOIS POUR 1974-1975 


(en millions de dollars) 


TOTAL 

PERIODE T.-N. 1.-P.-E. N.-E. N.-B. QUE. ONT. MAN. SASK. ALB. C.-B. CAN. TOTAL CUMULATIF 
1965-1966 

a 235) A238 Made asIeO 2.0 9928.62 — 76.4. 55.6 “113.3. LbGdis “So 7pm 200-8 ie2cc.2 

1967-1968 

1968-1969 14.2 2.9 Dae eo ae) ey OL A12. 0. = 42.355 35.90% 66.4 FP eLO7. 55 45.0 Fade 2eO22eg 
1969-1970 15.6 2.2 Bi CA ee 445 Ome ray). AOL Ay cial” oe Aad 809.9 2 832.7 
1970-1971 16.8 265 BAL On Deen 6 476. Ue) bl.5. 4225. 1 62.39 0125. tee 5.4 868.5 3 701.3 
1971-1972 17.6 3.6 B57 eDGee ube pp 49Ges 1 So.) 842.7 B Ove esol Zeno. o 910.0. “4.61123 
1972-1973 19.0 3.8 6.6) 2e68 86:0 0536.4) <57.4. 43520 94.6.) 1450 7.1 978.3 5 689.6 
1973-1974 21.7 Aa Aj-8 9298 81° 606.6 64.5 A726 108-2") 161.77 729.00 BO § 6265770 
1974-1975 25.8 5.3 BDO 8958 “7.0 9 '°701.8— 74.5 5526 M26.Gee 1899 Gelegl 2045975 eo voLe 
A ce jour 
Avril 2.8 0.6 5.4 Yon Oreo) 75.2 8.0 590 to. Fey = aldo) 137.6 6 834.6 
Mai og 0.5 5.2 AsO 21028 7285 het 7 lor 19.5 0.9 132.5 6 967.1 
Juin 3.4 0.7 6.8 Sule a. 0 93.4 9.9 Tah falG.8 25d, dese 170.9 7 138.0 
Juillet Sail 0.4 Hl a. 0.6 56.6 6.0 BS Sarl On2 5 Soe HORST. WOSc7 87 2415.7 
Aott 203 0.5 4.4 ese am OY 61.2 6.5 4.8 11.0 16.5 0.8 120) 87 353.0 
Septembre Tay, 0.4 3.4 2.6 0.5 ATzL 5.0 ag 8.5 177 Orc 86.2 7 439.9 
Octobre 1.9 6.4 3.8 209° Oo6 52.9 5.6 4,2 9.5 Lao Coed 96.8 7 536.6 
Novembre Ve O23 303 255 0.5 45.1 4.8 3.6 8.1 12a 2 02G 62.5 7 619.2 
Décembre 4 O23 228 2 0.8 39.1 Ary, 351, Tei 10.55 20.5 71.61 1 690.7 
Janvier aka Ong ae Teg Ons 30.2 Ste 2.4 5.5 G29ee) Oe 55.4 7 746.1 
Février bess Oe B23 225. 20.5 45.0 4.8 3.6 8.2 12. 2ee, One 62.6.) #7 828.7 
Mars 3.1 0.6 6.1 4.6 0.9 83.5 8.9 6:6 15.2 220 ae Be 153.2 7 981.9 
TOTAL 154.4 30.9 S11.7. 22826 (438.5 4-405 456 467.9 364.1 757.60) 159544 51.57 Biol. 8 
A ce jour 
% Distri- 

1.93 0.39 Su910 92.905 10,54 955219 5.86 4.56 9.49 14.53 0.65 100.0 
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